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Foreword
The goal of the AICPA Division for CPA Firms, comprised of the SEC Practice Section and
the Private Companies Practice Section, is to strive continually for professional excellence
in the m anner in which CPA firms practice and to provide assurance to the public regarding
the quality of accounting and auditing services. To achieve that goal, all member firms
agree to a num ber of requirements, including a peer review every three years of the quality
controls over their accounting and auditing practices.
An im portant link in attaining that goal involves the Special Investigations Committee
of the SEC Practice Section, which complements the peer review process. The Committee’s
objective is to determine whether allegations of audit failures made against SEC Practice
Section member firms indicate the need for corrective measures by those firms or for recon
sideration of professional standards. The Committee’s activities focus on the prevention of
future problems.
This first public report of the Special Investigations Committee provides information
on the scope and results of its activities to enable the public and the profession to form a
judgm ent about the Committee’s seriousness of purpose and the success of its efforts. The
report also contains comments and suggestions that may be useful to auditors in planning
and performing their examinations.
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SIC Objective and Operations
One of the earliest issues considered by the SEC Practice Section Executive Committee
concerned the actions that should be taken by the Section with respect to an alleged audit
failure involving a member firm. As a result of those deliberations, the SECPS established
the Special Investigations Committee (SIC) in 1979. The objective of the SIC is to determine
whether allegations of audit failure indicate the need for corrective measures by the mem
ber firm involved or for reconsideration of relevant professional standards. SECPS m em
ber firms are required to report litigation against the firm or its personnel and proceedings
or investigations by regulatory agencies that allege deficiencies in the conduct o f an audit of
the financial statements of an SEC registrant or certain other entities.
W hen the SIC concludes that a firm should initiate measures to strengthen its system of
quality control or compliance with its existing system, the SIC sees that appropriate correc
tive actions are taken by the firm. W hen the SIC believes that professional standards or
guidance thereon should be reconsidered, it brings the matter to the attention of appro
priate technical bodies and monitors their actions.
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The SIC does not duplicate the work of the courts and regulatory agencies. Those
bodies determine if violations of accepted professional standards occurred in a specific
instance, and determine liability or impose damages or sanctions.
The procedures followed by the SIC to achieve its objective include some or all of the
following, as deemed appropriate in the circumstances, with respect to an alleged audit
failure:
•

Reading relevant financial statements, filings with the SEC, and other public
documents.

•

Meetings with the firm to obtain information about quality control policies and
procedures that appear relevant to the allegations.

•

Consideration of the findings o f the most recent peer review of the firm, which may
involve meetings with the peer reviewers or inspection of their working papers.

•

Consideration and evaluation o f the corrective actions, if any, already taken by
the firm.

•

Study of existing professional standards, which may involve meetings wih rep
resentatives of AICPA technical committees.

These procedures — which are ordinarily completed within 120 days — enable the SIC
to decide whether to close its files, to order a special review, or to m onitor developments. It
will close its files when it concludes there is no need for action by the firm or by professional
bodies beyond what may already have been taken. It will order a special review—which is a
specially tailored form of peer review conducted under its direct supervision — when it
believes there is a reasonable likelihood that the firm might need to take some additional
but as yet unidentified corrective actions, or when it believes there is a need to obtain added
assurance as to compliance by the firm with aspects of its quality control system. Usually, it
will monitor developments only when it anticipates that significant new information may
become available in a reasonable time.
The SIC is authorized to recommend that sanctions be imposed on a firm and publicized.
However, consistent with its objective, which is different from those of the courts and
regulatory agencies, this would ordinarily happen only when a firm refused to cooperate
with the SIC or refused to take necessary corrective actions. To date, every firm has
cooperated and voluntarily taken any needed corrective actions.

Summary of SIC Activities
Since the origin of the SIC in November 1979 to December 31, 1984, 118 alleged audit
failures were placed on its agenda, of which 26 were still being considered by members of
the committee at the end of 1984. The SIC ordered special reviews in connection with 5
cases, 2 of which are still open to enable the SIC to m onitor the corrective actions that had
been ordered by it as a result of the reviews.
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The following outlines the SIC’s activity since its inception in late 1979:
1980

1981

1982

1983

1984

Cases open at January 1

—

10

10

20

17

Cases reported during the year

10

12

29

31

36

Cases closed during the year

0

(12)

(19)

(34)

(27)

Cases open at December 31

10

10

20

17

26

Reasons for Closing Cases
The SIC has closed 92 cases since its inception. In each case, the SIC applies the procedures
it considers necessary after evaluating the allegations in the light of the relevant financial
statements, other public documents, and the requirements of professional standards.
Those procedures have included, among other things, 59 discussions by SIC members with
firm representatives and 20 meetings to discuss matters with peer reviewers or to review
their working papers. The following is a tabulation of broad reasons for closing these cases
(which totals more than 92 because in some instances the SIC had more than one reason for
its decision).

The allegations misstated the requirements of pro
fessional standards or the case did not indicate a need for
changes in the firm ’s quality control system or a need for
other corrective measures.

77

Appropriate AICPA technical bodies were asked to con
sider the need for changes in or additional guidance on
professional standards.

11

The case was referred to the AICPA Professional Ethics
Division with a recommendation for an investigation into
the work of specific individuals.

4

A special review was made or the firm’s regularly scheduled
peer review (when due on a timely basis relative to the
SIC’s review) was expanded.

6

The firm took appropriate corrective action that was re
sponsive to the implications of the specific case.

11
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Corrective Measures By Member Firms
As indicated in the foregoing tabulation, in 11 instances the firm involved took corrective
action responsive to the implications of the specific case. Those actions are summarized
below.

Actions related to specific individuals
•

In three cases, certain firm personnel and professional responsibilities were reas
signed in specific offices, which should enhance compliance with the individual
firms’ policies.

•

Specific guidance was provided to a partner concerning documentation of audit
work.

•

Additional supervisory procedures were applied to the work o f a specific in
dividual.

•

Additional requirements were initiated relative to concurring partner review of the
work performed by specific partners, who were also required to complete specified
continuing professional education programs.

Other actions
•

Additional internal guidance materials and continuing professional education
programs pertaining to SEC engagements were developed by the firm for its pro
fessional personnel.

•

Additional guidance was provided to the audit staff of the firm on procedures to be
followed in complying with a specific Statement on Auditing Standards. Com
pliance with those procedures was emphasized in subsequent internal inspection
programs.

•

A special communication was made to audit partners emphasizing the impor
tance of timely compliance with an SECPS membership requirement to enhance
quality control. Compliance with this policy will be tested in the firm’s peer review
and reported to the SIC.

•

A project was carried out to identify high risk clients in a specific industry and the
work performed for those clients was subjected to a special internal inspection pro
gram. The results of that program were reviewed by representatives of the SIC.

•

New requirements were established with respect to the extent of involvement by a
second partner in the planning and review of certain engagements and with re
spect to the consultation procedures to be followed in connection with those
engagements.
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Actions Related to Professional Standards
A num ber of the cases closed by the SIC to date have involved some common elements.
This discussion illustrates some of those elements.
The SIC has considered seven cases that involved the adequacy of insurance company
loss reserves. Five of those cases focused on the consideration of reinsurance treaties.
Accordingly, the SIC carefully m onitored and supported the efforts o f the AICPA’s Rein
surance Auditing and Accounting Task Force that led to the issuance of the AICPA State
ment of Position, “Auditing Property and Liability Reinsurance,” in October 1982.
Seven cases have involved the loan loss reserves of banks. Consequently, represen
tatives of the SIC met with representatives of the AICPA’s Banking Committee to discuss
the guidance available to auditors serving bank clients. That discussion, in part, led to the
publication of alerts to practitioners concerning bank audits that appeared in the Decem
ber 12 and 26, 1983 editions of The CPA Letter. In addition, the Auditing Standards Board is
undertaking a re-examination of the existing auditing guidance with respect to bank loan
loss reserves.
Three cases concerned the accounting for the construction o f operating plants by elec
tric utilities. The SIC suggested that the AICPA Public Utilities Subcommittee consider the
impact of changes in the regulatory, operating and economic environment on traditional
utility accounting and financial reporting practices. Recently the Accounting Standards
Executive Committee approved the submission o f the Utilities Subcommittee’s issues
paper, Application o f Concepts in FAS No. 71 to Emerging Issues in the Public Utility
Industry, to the Financial Accounting Standards Board.
Accounting irregularities, the intentional overstatement by m anagem ent of assets or
revenues and the understatem ent of liabilities or expenses to improve reported financial
performance, were alleged in a num ber of cases. Most of those cases involved alleged
irregularities in relatively isolated transactions and accounts. However, in some cases,
accounting irregularities were alleged to have occurred in numerous areas o f the client
entities’ business. Some cases alleged widespread employee collusion and document
falsification. Several involved allegations of premature revenue recognition by reporting
entities and their employees.
These allegations serve as reminders of the need for auditors to consider environmen
tal and industry circumstances during the planning and performance of an audit engage
m ent Planning and supervision procedures are adequately covered in SAS No. 22 (Planning
and Supervision). Further, SAS No. 16 (The Independent Auditor’s Responsibility for the
Detection of Errors or Irregularities) requires the auditor to plan his exam ination to search
for errors or irregularities that would have a material effect on the financial statements,
within the inherent limitations of the auditing process.
In circumstances where changes of auditors have occurred, a predecessor auditor can
be an im portant source of inform ation about the integrity of m anagem ent and employees.
SAS No. 7 (Communications Between Predecessor and Successor Auditors) provides,
among other things, guidance on communications between predecessor and successor
auditors. Cases involving allegations of management fraud emphasize the importance of
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careful consideration of the form, content, and documentation of communications with
predecessor auditors. Further, the SIC believes that such situations reemphasize the need
for firms to continually communicate to their partners and staff the importance of pro
fessional skepticism in the performance of an a u d it
While the SIC did not propose that any auditing standards be reconsidered as a result
of these cases, it has discussed the general nature of the allegations it has reviewed with rep
resentatives of the AICPA Auditing Standards Board. There is general agreement that such
discussions are helpful to the Board in setting priorities for future projects. Subsequent to
December 31, 1984, the AICPA Auditing Standards Board added a reconsideration of SAS
No. 16 to its agenda.

Conclusion
The Special Investigations Committee is an im portant part of the activities undertaken by
the SEC Practice Section of the AICPA Division for CPA Firms to improve the quality of
accounting and auditing services. While alleged audit failures are rare when considered in
relation to the thousands of audits performed o f SEC registrants every year, the SIC hones
in on the implications of those few cases with a view toward preventing future problems.
The SIC achieves its objective effectively and impartially, with due regard for the public
interest and the rights of member firms, and it does so under the watchful scrutiny of the
Section’s independent Public Oversight Board.
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